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Opportunism Knocks?:
Legal Institutions, Contracting and Economic Performance in Africa

Satu Kdhkonen and Patrick Meagher
IRIS Center, University of Maryland at College Park

SUMMARY

In a theoretical world of perfect markets, where contract enforceability is assured, the identity of
the parties and the distance between the quid and quo do not impose any restrictions on the decision of
whether to exchange and enter into a contract. Hence any mutually beneficial transaction is possible. In
reality, however, the decision to exchange and enter into a contract depends on the institutions that ensure
compliance with the terms of conuact. In other words, the nature of contracting institutions determines
the transactions an individual is ready to assume.

Neoclassical economics takes for granted that the state legal system is the only institution relevant
for contracting and contract enforcement and that its operation is perfect. This state system is comprised
of the law of contract, other bodies of law that shape and impinge upon contractual ordering, and the
courts and procedures involved in enforcing contracts. However, even in the West, much contracting is
informal--that is, taking place outside state legal rules and procedures.

This papers examines the importance of various state and non-state institutions of contract and
contract enforcement for economic activity, and, in particular, specifies the role of state institutions in
governing transactions. It will shed light on the following questions: what are the institutions and
practices of contract? How important are state legal institutions? Which factors affect the choice of
contracting arrangement? How can measure the quality of a contract regime? How should policymakers
think about state institutions relevant to business contracts and approach the task of reforming them?

The paper shows that in developed as well as in developing countries contracts are governed by
a multitude of both state and non-state institutions. Different societies are likely to have different
institutions depending on their history, culture, and political system. Contrary to conventional wisdom,
exchange governed by the state is not necessarily more efficient than exchange governed by non-state
mechanisms. The relative efficiency of different contract enforcement mechanisms depends on the
characteristics of the good to be exchanged, the cost of the use of the mechanism, and the predictability
of the outcome.

State legal institutions do, however, have an important role to play. They can facilitate exchange
among anonymous individuals and firms and provide impartial and predictable enforcement of contracts.
They can also reinforce non-state contracting and enforcement methods by providing relevant information
and screening mechanisms such as company and asset registries.
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"A society cannot have much borrowing and lending or obtain many of the other gains from
mutually advantageous trade unless individuals and firms have the right to make contracts with
one another that will be impartially enforced.”

Mancur Olson (1990)

"The inability of societies to develop effective, low cost enforcement is the most important source
of both historical and contemporary underdevelopment in the Third World."

Douglass North (1990)

I INTRODUCTION

Low-cost and impartial contract enforcement procedures are commonly held to provide
a critical incentive for the formation of complex commercial agreements and, thereby, facilitate
trade and economic growth. These procedures enhance predictability in the system by restraining
opportunism among contracting parties. This reduction in uncertainty decreases the cost of
exchange and promotes transactions.

A proper set of contracting institutions can also have powerful equality promoting effects.
Fair, transparent, and low-cost enforcement of contracts can open the way for competition and
for the participation of low- and middle-income people, and allow exchange among strangers by
reducing the inherent risk in transactions. It enables individuals without connections to trade and
make investments in their enterprises so that they can accumulate wealth. In countries with
poorly developed contracting institutions, those with the lowest economic, gender, and ethnic
status are most disadvantaged. Large and politically powerful interests are better able to operate
despite the lack of regularized institutions, although also their activities are hampered.

What are these institutions? In general, institutions are understood as the rules that govern
the cconomy and economic policymaking. They include the fundamental legal, political, and
social rules that establish the basis for production, exchange, and distribution. Neoclassical
economics takes for granted that the state legal system is the only institution relevant for
contracting and contract enforcement and that its operation is perfect. This state system is
comprised of the law of contract, other bodies of law that shape or impinge upon contractual
ordering, and the courts and procedures involved in enforcing contracts.

The development of the Western world is often thought to have been based on impartial
state institutions, and many perceive the lack of contract discipline in developing regions such
as Africa as impeding the growth of enterprises.! However, even in the West, much contracting

! See, for example, North and Thomas (1973).



is informal; that is, it takes place outside state legal rules and procedures. For example, Macaulay
(1963) found that social norms of fair dealing constrained the behavior of Wisconsin business
firms as much as (in some cases, more than) the state-created law did. Also, Bernstein (1992)
showed that the diamond industry has systematically rejected state-created law and created its
own internal rules.

In general, information asymmetries, opportunism, and transaction costs limit the
effectiveness of state institutions. Particularly in developing countries, state institutions share the
overarching weaknesses of the public sector, and often do not provide for predictable contract
enforcement. The new institutional economics argues that if state institutions are ineffective, non-
state--that is, informal--institutions arise to govern the exchange. Non-state institutions of
contract include social norms, customary law, alternative dispute resolution fora, and ad hoc
mechanisms of reciprocity and collective punishment. Other social sciences also emphasize the
role of non-state mechanisms in facilitating exchange. Economic sociology even dismisses the
relevance of anonymous discourse and stresses the importance of personal trust in sustaining
exchange.

The purpose of this paper is to examine the importance of various state and non-state
institutions of contract and contract enforcement for economic activity and, in particular, to
specify the role of state institutions in governing transactions. It will shed light on the following
questions: What are the institutions and practices of contract? How important are state legal
institutions? Which factors affect the choice of contracting arrangement? How can one measure
the quality of a contract regime? How should policymakers think about state institutions relevant
to business contracts and approach the task of reforming them?

Even though contracting and contract enforcement is commonly viewed to be critical for
exchange and.economic development, to this point little empirical work has been carried out on
the issue. African scholars and others have repeatedly called for approaches to policymaking and
institutional reform which arec morc grounded in African politics and cconomics than has
" traditionally been the case. As a response, a few recent studies have provided interesting
empirical data on business practices and contracting, and linked these to the operation of state
legal institutions.

This paper shows that in developed as well as in developing countries contracts are
governed by a multitude of both state and non-state institutions. Different societies are likely to
have different institutions depending on their history, culture, and political system. Contrary to
conventional wisdom, exchange governed by the state is not necessarily more efficient than
exchange governed by non-state mechanisms. The relative efficiency of different contract
enforcement mechanisms depends on the characteristics of the good to be exchanged, the cost of
the use of the mechanism, and the predictability of the outcome.

State legal institutions do, however, have an important role to play. They can facilitate

exchange among anonymous individuals and firms and provide impartial and predictable
enforcement of contracts. They can also reinforce non-state contracting and enforcement methods
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by providing relevant information and screening mechanisms such as company and asset
registries.

After this introduction, this paper proceeds as follows. The second chapter defines the
concept of contract and state and non-state institutions of contract. The choice of contracting
arrangement and the quality of a contract regime are explored in chapters three and four,
respectively. The fifth chapter discusses the role of state legal institutions in contracting and the
final chapter contains a few concluding remarks.

II. INSTITUTIONS GOVERNING CONTRACT

A contract coordinates exchange. It is a form of private ordering, whereby the parties set
the terms of their relationship (the "law" governing their relationship). A definition of contract
for purposes of the present study includes all of the following: an enforceable promise, an
exchange of value, and a clear understanding of mutual obligations and expectations.*

The focus in this paper is on transactions among firms; that is, trade in goods and
services. Some of these transactions are based on contracts, including written contracts, that are
enforceable in court. Some contracts, in turn, are unwritten, and premised on non-state norms
and enforceable through means other than courts and state agencies.

Firms enter a contract only if it is mutually beneficial. Tn deciding whether to enter the
agreement, the firm takes into account the physical attributes of the goods to be exchanged, the
distance in time and space between the guid and quo, and the identity of the other party.

Yet firms only enter a mutually beneficial contract if they expect the other party to
comply with it. In the theoretical world of perfect markets contract enforceability is assured.
The identity of the parties and the distance in time and place between the quid and quo do not
impose any restrictions on the decision of whether to exchange and enter into a contract. Hence
any mutually beneficial transaction is feasible. In reality, however, information asymmetries,
opportunism, and transaction costs impede exchange. Hence, the decision to exchange and enter
into a contract depends on the institutions that help alleviate those obstacles and costs, and ensure
compliance with the terms of the agreement. In other words, the nature of the institutional
framework, including the contract enforcement mechanisms available, plays a role in determining
the transactions a firm is ready to assume.

Willingness to comply with a contract is assured only if an enforcement mechanism exists
that penalizes the breach of contract. In the case of spot market transactions where the quid pro
quo is instantaneous, goods and services are exchanged in cash or in kind and contracts are self-

Barton, Gibbs et. al. (1983), The notion of contract used here would include certain legally-implied duties not
based on explicit agreement, as well as undertakings such as options that are not strict exchanges and hence may not meet
common law standards of consideration, but do meet civil law criteria of mutuality and exchange.
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enforcing.  There is thus no need for external enforcement mechanisms. By contrast,
transactions involving intertemporal exchange are not self-enforcing and require external or third-
party mechanisms for enforcement. In general, the more complex the economy, the more
common is intertemporal exchange and the more important is the role of external contract
enforcement.

The contract regime--the set of institutions that govern contracting and contract
enforcement--consists of state and non-state institutions.® State institutions are those that first
come to mind in any discussion of contracts and contract enforcement. These include contract
law; other bodies of law and regulation that affect the construction and implementation of
agreements such as financial, company, and competition law; and enforcement agencies, mainly
the court system and to a lesser extent the bureaucracy. Non-state institutions include customary
law and rules of social and commercial interaction based on a history of reciprocal dealing. They
also include enforcement mechanisms such as traditional authorities, non-state dispute resolution
bodies, collective punishment, and self-help.*

A. State Institutions

The state aspects of the contract regime include state law (statutory as well as decisional),
courts and other state enforcement agencies.

Contract Law

At the core of the state regime is contract law, contained in civil and commercial codes,
other statutes, and case law. If the purpose of contract is private ordering, that is, to change the

existing status through private agreement and to provide a bilateral governance mechanism for

a transaction or series of them--what, then, is the importance of contract law? The answer under
classical Roman law was to state the limited set of transaction-types that would be recognized and
enforced by the state. Any transaction that did not fit into one of these descriptions was not,
legally, a contract. Roman doctrines were further elaborated on the continent and in the canon
law during the Middle Ages, but were eventually overtaken by the more liberal law merchant
enforced in international commerce. In the history of Western law, the state legal system’s
recognition of the will of the parties as the law between them was neither sudden nor
comprehensive. Rather than embark on a review of this historical movement, it can simply be
stated by way of summary that common law "will theory" of contract and its continental
counterpart reached their zenith in the age of laissez-faire capitalism, and have since retreated

3

See Chapter V for a further discussion of this point in the context of policymaking.

One complication here is the fact that the state sometimes recognizes customary law, business custom, self-help,
and alternative dispute resolution as legally proper and enforceable. One should therefore distinguish between states that

do recognize these and states that do not, and understand the dividing line between practices that are enforceable in court
from those taht are not.
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- somewhat under the influence of the welfare state.’

Contemporary common law and civilian approaches to contract law facilitate private
ordering through the recognition of agreements, commercial and civil, but with a number of
conditions, mainly formal and to a lesser extent substantive. Substantive conditions with the
longest pedigree stem from the Romanist doctrines related to the fairness and morality of the
bargain--expressed in usury or "just price" standards. These standards have been by and large
abandoned in Western legal systems--one could hardly imagine any transaction involving an
element of arbitrage under such a system®--but have been retained, for examplc in Islamic law.’
These notions have carried over in a limited way into the modern French Civil Code, and the
doctrine of Jesion, which applies a criterion of fair exchange to selected transactions, notably sales

- of real estate. German law contains cerlain general criteria such as conira bonos mores and jus
cogens which render contracts unenforceable where the object of the agreement is either immoral,
in violation of a fundamental right, or contrary to an important public policy. Similarly, the
common law protects parties against certain gross disparities in bargaining power and unforseen
circumstances that make bargains meaningless through such doctrines as those of
unconscionability, duress, mistake, and impossibility. Both common law and civilian systems
identify certain types of clauses as unenforceable (for example, penalty clauses), and either
require or interpret into an agreement certain clauses or standards (for example, warranty of
merchantability).

Contemporary Western contract law limits the use of some of these substantive doctrines,
especially with respect to commercial transactions, and has relied to a much greater extent on
formal criteria. Codes such as the UCC in the United States, continental civil and commercial
codes, and international standards such as the U.N. Convention on the International Sale of Goods
and the UNIDROIT models spell out certain uniform clauses and conventions applicable to
business transactions, and in some cases limit the applicability of equitable or substantive
protection to these activities. Nevertheless, formal criteria often perform the function of
protective substantive doctrines--for example, the Statute of Frauds, a 17th century English law
still in force in most of the United States (but no longer in England) requires contracts for real
estate sale and surety, and contracts of at least one year’s duration, to be written. The French
Civil Code contains similar provisions. The rationale for this kind of formal requirement is to
protect parties against suddenly or ill-advisedly bargaining away their patrimony.®

The functions of formal contract requirements have been described as: channeling,
cautionary, evidentiary, and deterrent. Channeling refers to the function of sending a signal to

5 Von Mehren (1977), Horwitz (1977).

Horwitz (1977).

7 The prohibition of riba’ (illicit profit, different from but akin to usury) is the leading example.

8 Von Mehren (1977).
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. the parties to ensure they are aware that their action has legal significance. The cautionary role
of formality helps protect parties against rashness, as mentioned above. Formalities, particularly
writing, help simplify the administration of disputes and protect parties against manufactured
evidence (as in the common law "parole evidence" rule). Finally, formalities deter certain types
of potentially unfair or disfavored transactions.” One might summarize the overall policy
involved here as follows: "No legal system has ever been reckless enough to make all promises
enforceable."'

In short, the common law and civilian systems that provide the basis for state law in most
countries rely heavily on contractual form and formalities to determine the legality and
enforceability of a bargain. As will be discussed in detail below, this does not mean that all
transactions that do not follow these requirements are illegal, nor that they are impossible.
Rather, compliance with the legal requirements of contract make the formal apparatus of the state
available for enforcement. To the extent that transactions continue outside this envelope of
legality and formality, it may mean that either policies adopted by the state have limited effect,
or that the state is merely conserving its enforcement resources for those transactions in which
it is most interested as a matter of policy.

Obviously, the needs of commerce require a certain flexibility, including some economy
and reasonableness in the imposition of formal requirements. Otherwise, rising transaction costs
are bound to force business into informal methods. On the other hand, no formality or too little
of it could give rise to uncertainty, especially in an economy expanding beyond face-to-face
dealings into increasingly anonymous and abstract forms of exchange.  Assignability,
negotiability, and securitization, the foundations of modern financial systems, require fairly strict
adherence to formality to undergird firms’ faith in the system.!' This is essentially a response
to the scale of modern economies, which presented problems to the old law merchant as
European economies internationalized, and which presents similar problems to non-state and
customary systems, premised as they are on flexible ordering based on personal relationships.

The way contracts are designed can promote compliance with the terms of contract and,
‘thereby, prevent disputes. For example, the contract may be completely contingent, that is, it
may spell out contractual obligations under all possible contingencies, and, thereby, prevent
misunderstandings and disputes between contracting parties.”? According to Williamson (1994),
the more limited a party’s scope of discretion under a contract, the more credible its commitment-
-and, presumably, the more favorable the terms it will receive. However, the costs involved in

® Von Mehren (1977).
' Farnsworth (1987).
& Llewellyn (1931). Llewellyn offers this as a key justification for the existence of commercial contract law.

2 See, Macneil (1974, 1978). Macneil classifies contracts into three groups according to their completeness and
enforcement. Complete contingent contracts, according to his classification, follow "classical contract law".
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enumerating and bargaining over contractual obligations under the full range of relevant
contingencies are high or even impossible and, therefore, it is impractical or impossible to make
contracts which approach completeness. It may also be difficult or impossible to verify the
occurrence of certain contingencies and, therefore, to tell whether the other party is adhering to
the contract.

Damage measures for breach of contract can serve as a substitute for complete contingent
contracts.” Damage measures can be defined by provisions in the contract that determine how
much money must be paid by a party who defaults on a contract to the other party to the
contract. At common law, these are known as "liquidated damages" clauses. Courts, of course,
will interpret these clauses in light of legal standards relating to penalties for default. Under an
incompletely specified contract, damage measures can induce parties to behave in a way that
approximates what they would have explicitly agreed upon under a fully specified contract.

The measure of damages applicable to certain breaches of contract provides important
incentives. Expectancy damages, the standard remedy at common law, provide a stronger
incentive, for example, than restitution. On the other hand since expectancy damages are not
punitive, and since both they and contractually stipulated damages are subject to limitation based
on foreseeability and reasonableness, they do not prevent "efficient breach.” The latter describes
a situation where breach allows a party to benefit from a more advantageous bargain while still
making the aggrieved party whole." By contrast, French law, under which judges have
discretion to adjust damages upward to deterrent levels, has traditionally not been as hospitable
to the notion of efficient breach.'

Other Laws

In addition to contract law, other bodies of law are important in the construction and
enforcement of contracts. These would include laws relating to particular types of relationships
and transactions, such as partnerships and companies, franchises and distributorship, loans and
guaranties, joint ventures, consumer sales, securities transactions, labor contracts. Other laws and
regulations provide for government scrutiny of contractual provisions or tendering procedures,
for example competition law, transport and telecommunications regulation, government
procurement rules, international trade and investment laws. These laws can have a variety of

13 See, Shavell (1980, 1984) and Rogerson (1984), and Konakayama, Mitsui and Watanabe (1986). Commonly

used damage measures include expectation, reliance, and restitution measures. Under the expectation measure, the
defaulting party pays an amount that puts the other party in the position he/she would have been in had the contract been
performed. Under the reliance measure, the defaulting party compensates the other party for his/her expenditures and
returns the payment made. Under the restitution measure the defaulting party returns only the payments made to him,
while under the no damages measure, the defaulting party pays nothing.

1 Posner (1979).

15 Von Mehren (1977).



effects on business transactions, ranging from facilitating exchange by means of clear rules and
default provisions, to dampening business activity or forcing much of it into- informality by

applying rigid and outdated rules, opening up opportunities for official abuse of discretion, and
imposing inefficient fees and levies.

Enforcement Agencies

State contract enforcement centers on the court system, although arbitration is recognized
in most state systems.'® The enforcement of contracts in the courts prcsents numerous issues
of procedure, institutional capacity, remedies, and judicial behavior that are critical to the utility
and efficiency of transactions. Procedurally, Western courts have tended to move from greater
to less insistence on detailed formalities. The common law systems of England and the U.S
abandoned the system of writs, or forms of action (for example, indebitatus assumpsit) into which
contract actions had to fit in order for a party to obtain relief, as well as detailed pleading
requirements, in favor of a simpler and more "user-friendly" system. African state legal systems
are generally premised on old British and French procedural laws where procedure is less flexible
by law--and in some cases still worse in practice--than in contemporary legal systems. This and
the lack of numbers and institutional capacity has created quite prodigious case backlogs that
continue to mount, for example in Madagascar.” Other logistical issues with respect to
materials, filing systems, and the level of court personnel training also affect the speed and
certainty of enforcement. An institution as regularly relied upon in the U.S. as service of process
presents sometimes extreme complications under difficult African conditions--and can undermine
a court’s assertion of jurisdiction to begin with.'®

The enforcement remedies available to a contracting party depend as much on the
procedural and logistical issues just mentioned as they do on the law or the behavior of judges.
In this regard, the law in African countries appears considerably closer to Western models than
does practice. Contract remedies have not changed dramatically since the colonial legal systems
were established, but procedures and the enforcement machinery have certainly diverged. In
some cases, the socialist legal overlay created in the 1960’s and 1970’s has restricted the
availability of contractual remedies--a change that tended to come at the same time as revisions
in land tenure, economic planning, and other legislation affecting the disposition of the means
of production.

'® While arbitration, strictly speaking, is a private matter, there is also an important state role in arbitration: statutes

governing the enforceability of arbitral decisions in the state court system. The clarity of the statutory criteria, the
certainty of court enforcement, and strict limitation of court scrutiny of substantive issues in the arbitral decision would
reinforce the efficiency of arbitration.

17 Massicotte (1994).
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One of the single most important factors in the reliability of contract enforcement, is, of
course, the independence of the judiciary. Again, in the West, the constitutional standards and
conventions that attempt to assure this independence are now comparatively well-developed. By
contrast, particularly in the Francophone countries, judicial independence was not necessarily an
important priority during the colonial period, and has lost ground ever since. Material,
informational, and training shortcomings-- as well as political influences--limit the ability even
of titularly independent African judiciaries from achieving independence of action in practice.
One would expect direct political influence to be greater in "political” matters than commercial,
but the latter can at times shade into the former, and judges in these instances can become the
tools of powerful and moneyed interests. Corruption in the exercise of judicial power is part of
the pervasive phenomenon of failed governance across Africa."”

Bureaucratic procedures can also enhance compliance with the terms of a contract.?
Examples of these procedures are procurement regulations in public sector contracts, and external
auditing and accreditation of professionals in the case of corporations and self-governing
professional guilds. However, the exercise of bureaucratic power in most African countries

suffers from the same--and in most cases worse--problems of corruption as in the case of the
judiciary.

B. Non-State and Hybrid Institutions

Non-state institutions of contract include indigenous legal orders--traditionally referred to
as "customary" law, as distinguished from state law.*'

Customary Law

There is a substantial body of work on customary legal institutions in colonial and post-
colonial societies, extending from the turn of the century to the present day.” Contemporary
studies tend to fall under the rubric of "legal pluralism," in reaction to the earlier privileging of
Western positive law in these societies, and in recognition of the "legal" nature of much non-state
ordering.” Affrican customary law has been the subject of considerable analysis by Western
scholars as well as by African writers. The late colonial and early post-colonial periods were
perhaps the heyday of topic, as colonial administrators attempted to provide a clear and law-like
written record of customary norms, and as lawyers and social scientists from Africa debated the

I3

IRIS (1996).
See, Zucker (1986) for discussion.
See note 2 above.
See, for example, Schapera (1938), Gluckman (1965), Bohannon (1968), Moore (1983), and Geertz (1985).

Merry (1988), Allot and Woodman (1985).



role of indigenous law in independent African states.

By means of "reception" statutes and the legal organization of urhan society and the
modern business sector, colonial and early post-colonial regimes defined the reach of state law
and customary law. In African societies generally, but in Anglophone Africa particularly,
customary law is recognized by the state as governing civil relations in traditional sectors, for
example, in rural areas, in transactions involving illiterate persons, and among those who chose
to be governed by it and to submit their disputes to it. In this sense, customary law is not
entirely non-state, since in somc cases it is enforced by the state court system. This is most often
the case with respect to marriage, inheritance, and land tenure, although customary law is

sometimes the basis for the disposition of contract, tort, and criminal cases in the traditional
24
sphere.”

Customary law is treated in this paper as a non-state institution. Unlike farmers and
small-scale merchants and artisans, enterprises engaged in such fields as agribusiness and
manufacturing--that this study focuses on--are well within the reach of post-colonial state law,
and are not likely to make customary law the governing law of a contract even if they could.?
However, in a broad examination of the practice of entering, policing, and enforcing contracts,
customary law, as part of the overall environment, becomes relevant to non-state practice. Of
course, this would most likely be the case in business relationships within the customary grouping
(for example, kin group, ethnic group, clan, population of a traditional jurisdiction such as a
kingdom or chieftaincy). In other words, one might expect aspects of traditional law to be
absorbed into business custom and non-state contract enforcement, or to be the source of some

of the norms and standards of collective punishment operative within certain business circles in
Africa.

Enforcement Mechanisms

State and non-state contract enforcement is based on either guilt, coercion, or repeated
interaction.”®

Both state and non-state institutions rely to some extent on guilt, that is, on internalization
of norms through socialization to sustain the legitimacy of the system in the eyes of the citizens,
and to ensure a high level of compliance. However, the degree of internalization and ability to
teel guilty varies among individuals and firms. Thus, an effective enforcement mechanism cannot
be based solely on guilt.

** Barton, Gibbs (1983).
% See, for example, Delebecque (1994) and Ringo et al. (1995).
26

Cooter, (1996), Fafchamps (1996), Landa (1994).
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Coercion or force is used by the state systems, but is also used bilaterally in non-state
systems where the system permits self-help or where there is no other enforcement mechanism.
For example, coercion is often used in the case of illegal transactions, agreements between
informal enterprises, and where third party intermediation is either too slow or not forthcoming
at all due to inefficiency or corruption in the court system. In these cases, the enforcers might
be thugs, mafia, or even the police.

Between businesses interacting repeatedly over time, a rule of reciprocity often holds, and
compliance with contractual obligations, even where breach might be advantageous in the short
term, is secured by the threat of dissolving a profitable long-term business relationship.”’
Obviously, the relationship must be worth preserving for the punishment of discontinuing
interaction to deter breach. The value of continued transaction must be high enough to prevent
non-performance.

In situations of repeated interaction, additional factors such as reputation and trust come
into play. Business relationships are normally maintained with not one but a whole community
of partners. At the level of the group, coordination takes place through the mechanism of
reputation.*® Information on an individual or firm’s record of contract compliance is shared
among the community, and hence breaches or egregious patterns of breaches can result in

collective punishment, for example, the group’s refusal to do business again with the offending
individual ®

Empirical studies provide support for the claim that reputation promotes contract
compliance. Reputation mechanisms of a wide variety of types have existed throughout history,
and their use is by no means limited to small and homogeneous communities. Milgrom, North
and Weingast (1990) and Greif, Milgrom and Weingast (1994) show that rcputation played an
important role in facilitating trade in Europe in the medieval period. Judges in medieval Europe
supplied information on the past behavior of traders, in effect providing a screening mechanism
akin to the modern credit check or due diligence. Credit reporting is perhaps the primary
example of an enforcement mechanism based on reputation in developed economies. It has its
counterparts in developing and transition societies in, for example, rural moneylending and ad
hoc credit-checks by state banks in former socialist countries such as Albania. Macaulay’s (1963)
study of businessmen in Wisconsin also confirms the importance of reputation as a non-state
enforcement mechanism.

Personal trust and morality are also viewed as providing a basis for non-state contract
enforcement when interaction between contracting parties is repeated. Empirical studies indicate

7 Macaulay (1963).

See, for example, Klein and Leffler (1981).
2 Fafchamps (1994), Landa (1994).
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that even very short personal interactions increase cooperation among individuals.®® Arrow
(1969) emphasizes the role of trust in contractual relations. According to him, the efficacy of
alternative modes of contracting will vary among cultures because of differences in trust. Non-
state contract enforcement in the networks of Chinese immigrants overseas is often cited as an
example of non-state enforcement based on trust.’’ Similarly, internalized norms, or moral
standards, enhance first-party enforcement of contracts.’? Social rules and customs contain
implicit agreements about proper behavior toward other individuals. These norms influence
behavior and promote contract enforcement. Informal punishments such as gossip and ostracism
are used to enforce these norms and promote rule and contract obedience.*

Strong group identity and built-in collective punishment mechanisms exist most frequently,
at least in developing societies, in ethnically homogeneous business communities. Landa (1994)
studied the interaction of informal ethnically-based trade networks and state contract regimes in
Southeast Asia. She found that ethnic trade networks, using mainly non-state means, screen
potential trading partners based on in-group signaling devices which serve as proxies for
expectations of contract compliance. This strategy is called the "calculus of relations.”
According to Landa, the ethnic boundary is crossed only when the cost of excluding outsiders
exceeds the transaction cost incurred by transacting with outsiders. Also according to
Fafchamps (1996), once personalized business networks establish themselves through the use of
reciprocity and collective punishment, the group’s risk-aversion tends to stifle new business entry
and competition.

C. State-Non-State Interactions

It is important to bear in mind that business transactions are often governed by a
combination of state and non-state institutions. This is true in many Western countries such as
the United States, where comparatively reliable state institutions coexist with business
relationships based on trust and reciprocity.’® Arguably, given the pervasive legalism of
American society, these informal relationships are formed in the "shadow of the law,” that is,
with both parties bearing in mind the legal remedies available to them. Nevertheless, businesses
do sometimes consciously enter transactions without taking the trouble of constructing legally-

30" Dawes and Thaler (1988).

31 Redding (1995).

Ellickson (1991), Landa (1994), Platteau (1994).
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35 See, for example, Macaulay (1963) and Paley (1984).
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enforceable contracts.’

Another Western example is the historical development of contract law, in which the
English law courts expanded their jurisdiction at the expense of competing mechanisms such as
the merchant courts of the medieval fairs. In this way, the common law came to govern business
transactions, and the absorption of business custom, in the form of the international law merchant,
began. Lord Mansfield gave this practice state legal status in the eighteenth century.”’
Commercial custom is still an important source of contract interpretation, and hence of contract
law, in the U.S. and other common law jurisdictions. Interestingly, U.S. courts have traditionally
been more resistant to using commercial custom as a source of law than British courts, due in
part to the more geographically dispersed and less homogeneous nature of the U.S. business
community.*®

Similarly, colonial African systems provided mechanisms for the proof of customary law
in common law courts. The decision in the 1914 case of Angu v. Attah established the precedent
in British Africa that customs that had become well-known through repeated proof or other means
would be accepted as part of the common law.”” While this offers a potentially useful means
of developing well-adapted common law in post-colonial African states, it has not lived up to its
potential for a number of reasons. Most obviously, not all African countries have common law
systems. In Madagascar and other Francophone countries, case decisions or jurisprudence play
a much more modest role in shaping future application of the law, and among sources of law,
custom is given much less importance in the French-derived substantive and procedural codes.*

Just as important, even in Anglophone jurisdictions, the interaction between customary and
state law is problematic. ~The interaction has substantive and procedural dimensions.
Substantively, the absorption of customary law into the common law can have the effect of
freezing a rule into place. Observers of indigenous African law have noted its dynamism and
flexibility. Several of the documented legal traditions, such as those of the Arusha, the Chagga,
the Barotse, -and the Tswana, include contract doctrines in which particular formalities and
transaction forms are elaborated.’ These are (were) living legal traditions applicable within a
given customary grouping. When these norms are absorbed into the common law, they are

36 palay (1989).

37 Famsworth (1987), Greif (1995), and Horwitz (1978).
3% Horwitz (1978).

** Woodman (1985), Kludze (1985).

*0 This does not mean that droit coutumier has no place in Francophone jurisdictions, only that its separate status
and the civil law theory of judicial interpretation reduce its role considerably in the development of state law.

*! Ayittey (1991), Barton and Gibbs (1983), Moore (1986).
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uprooted from their context and subjected to formal proof (often the same as proof of foreign
law), and then fixed as precedent or as substantive rules of the common law. This is
understandable as part of a common law system, which is by definition common to all the
peoples and regions of a jurisdiction and hence concerned with the clarity, predictability, and
certainty of application of standardized rules. The living customary legal tradition, on the other
hand. tends to be applied more flexibly, with more frequent adaptation, within the small-scale
society. These adaptations, among other things, are ways in which the society balances the
interests of certainty, substantive justice, and social harmony.” This may well have also been
true of customs absorbed into the English common law at an earlier stage, as well as the equitablc
jurisdiction of the early Chancery Court. '

Procedurally, the fit between state and non-state institutions is equally difficult. Studies
have documented the ways in which state courts, with their distinct culture, setting, and
procedures, impose social and moral costs on African litigants and transform traditional disputes
from give-and-take negotiations to win-lose contests. Colonial legal development seems to have
done this by design in some cases, that is, creating a more efficient system of state jurisdiction
by increasing the distance (physical and moral) and limiting the access of potential litigants. In
some respects, discouragement of litigation is a by-product of social systems that place emphasis
on family or lineage honor and therefore discourage the airing of disputes in public--thus
increasing the social pressures against the use of such an open forum as a state court.® These
pressures can intensify where courts are known to be corrupt or controlled by members of other
ethnic or social groups.*

An interesting example of the economic impact of procedural transformation is the
introduction of civil courts in 19th century British India. The historical record indicates that the
use of these courts in moneylending cases transformed the nature of rural credit relationships.
Under traditional practice, moneylenders would tend to tide their debtors over during droughts
and lean seasons, with the expectation that loans would be repaid as soon as the debtor was able,
and the debtor would borrow again in the future. After the civil courts were established,
competition by an aggressive new class of moneylenders intensified. These lenders offered
competitive terms and made greater use of the courts in loan recovery. The resulting competition
undercut the incentives of traditional moneylenders to subsidize long-term clients and increased
the use of litigation overall. The result was a substantial rise in defaults and evictions, and a
long-term change in rural credit markets towards the new and more formalized lending
agreements. These new arrangements were more perhaps more efficient in their own terms, but
they caused the breakdown of traditional long-term lending relationships that provided greater

~ Woodman and Kludze, op cit.
Lowy (1978), Abel (1979), Gulliver (1979)
Ellickson (1991).

14



. benefits to local farmers, in the form of credit as well as an informal type of insurance.®

In many societies in Africa, Asia, and the West, the coexistence of state and non-state
institutions governing contract is not as traumatic as this. State and non-state institutions are
complementary--even tight-knit groups sometimes use legally-enforceable contracts to define the
"outside of the envelope" or the default-setting of relationships that are not anonymous but
personal and muitiplex. As will be argued below, the choice of the form of the arrangement and
the dispute resolution is determined by practical needs, a desire to keep transaction costs low, and
investment in a profitable long-term relationship. The choice of informality, furthermore, could
reflect a preference to evade the moral and social costs associated with introducing formality or
bringing a case in a public forum. It could, alternatively, express the parties’ suspicion of the
state system, based on its distance, its’ lack of legitimacy, or the perception that it is unresponsive
or corrupt.* :

To summarize, (irms use both state and non-state institutions 10 govern and enforce their
transactions. But what is the relative importance of these institutions? How does a firm decide

which mechanisms to use in order to govern the exchange? The next sections attempt to answer
these questions.

III. FACTORS AFFECTING THE CHOICE OF CONTRACTING ARRANGEMENT

A firm chooses the contracting arrangement, whether a legally-enforceable contract or an
informal arrangement, including the enforcement mechanism, from among available options given
the information available and the existing institutional environment. The efficiency of state and
non-state arrangements, and thus the choice, depends on the characteristics of the transaction, the
cost of using the mechanism, and the fairness and predictability of the outcome. The main

characteristics of the transaction that affect the choice of governance arrangement are asset-
specificity and frequency.

A. Asset-Specificity

Asset-specificity refers to how specific or custom-made is the good to be exchanged in
the transaction. At one end of the spectrum are purchases of standard or fungible goods with a
low degree of asset-specificity, and at the other are investments with a high degree of asset-
specificity, which are of value only to the parties to the transaction. The more specialized the
investment, the lower is its value in its next best use. This increases the risk of opportunistic
behavior during both the performance and renegotiation of the contract.

* Kranton and Swamy (1995).

% Landa (1994), Ellickson (1991), Gibson (1989), Tyler (1991).
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Williamson (1985) and Klein, Crawford and Alchian (1978) consider asset specificity as
the most significant factor affecting the choice of contracting and enforcement mechanism.
Where the degree of asset-specificity is high, firms choose among (a) legally-enforceable
contracts, (b) vertical integration, and (c) informal arrangements such as screening, coercion, or
limiting transactions to existing relationships of trust.’ As assets become more transaction-
specific and the gains from opportunistic behavior increase, the complexity, and hence the cost,
of contracting through state mechanisms goes up. At the extreme, to guarantee the timely

; ‘%'delivery of goods and to prevent opportunistic behavior, these factors may lead firms to choose
‘#¥%vertical integration of these mutually dependent activities.*®

Palay’s 1984 study on railroad transport contracting provides evidence. Palay found that
when standard boxcars could be used, agents depended on markets to enforce contracts through
competition. However, in the case of chemical cars that could be used only with particular
chemicals, vertical integration occurred--chemical companies would purchase and maintain their
own railroad cars rather than rely on a supplier. In the case of railcars that were neither standard
nor highly specialized, agents often built relationships of mutual trust and relied on non-state
enforcement mechanisms even where their relationships were governed by complex contracts.

B. Frequency and Level of Dependence

The frequency of transactions refers to the length of the transactional relationship between
the parties. At one end are one-shot, instantaneous, spot-market transactions while at the other

are frequent and continuous transactions between the parties which at the extreme may lead to
vertical integration of activities.*

Williamson (1994) has divided transactional relationships into three different categories
according to the frequency and asset-specificity of the transaction: (1) arm’s length, (2) mid-
range, and (3) bilateral dependence. The frequency of interaction as well as the degree of asset-
specificity increases from category one through three.

In the case of a arm’s length relationship, parties to the transaction tend to rely on
competition as an enforcement mechanism since they can turn to alternative sources if they are
dissatisfied. In these relationships, there is little dependency between parties. Transactions are

commonly spot-market transactions and they are characterized by a low degree of asset
specificity. Contracts are short-term and simple or absent.

In the case of a mid-range relationship, dependency between parties is present but not
sufficient to make internal organization through vertical integration efficient should state

*7 Williamson (1985).
* Coase (1937), Williamson & Winter (1991), Williamson (1985).
49 ety

Williamson (1985).

16



institutions be working well. Transactions between the parties are frequent and the degree of
asset specificity moderate. Spot-markets are inadequate for coordinating activity.

In mid-range relationships, the parties rely on long-term contracting. Contracts are
written, complex and contract enforcement by state mechanisms takes on increased significance.
At the beginning of the relationship. the parties often rely on state mechanisms to govern
contracting, but over time, as the relationship strengthens and trust is built, the parties may switch
to the use of non-state mechanisms. However, the existence of a legally-enforceable contract in
the background may still play an important role in sustaining the relationship.

The studies of Macaulay (1963, 1985) and Macneil (1978) show that the presence of a
continuing relationship increases the informality with which the parties to a contract solve their
disputes. Members of close-knit groups create complex ties that enable them to police their
bargains, since members are expected to continue to interact with one another.”® In his study
of Wisconsin businessmen, Macaulay (1963) observed that firms expected their counterparts to
be in business for a long time, and buyers and salesmen expected their counterparts to be in their
positions for a long time. Over time norms were developed within these groups that promoted
self-enforcement of contracts. Court action was reserved for situations where the monetary stakes
were high or the firm expected to terminate a business relationship.

Finally, bilateral dependence refers to transactions where the parties rely substantially on
one another. Transactions between the parties are frequent and continuous and the degree of asset

specificity is high. Hierarchical control through vertical integration becomes an efficient way to
guarantee performance when dependency is highest.

C. Cost, Fairness and Predictability

The choice of the contracting and enforcement mechanism depends also on the cost of
using it. The focus is not only on the costs (say, a court fee) that is incurred to get a contract
enforced, but on transaction costs (for example, time spent in court, bribes, social detriment in
escalating disputes) of getting a service. If transaction costs in the state system are high,
individuals and firms will tend to rely on non-state enforcement, or on vertical integration where
appropriate. Similarly, if individuals and firms find non-state enforcement costly due to their
social distance or lack of track record with partner firms, they resort to the use of state
mechanisms or simply do not undertake some transactions.

Finally, the fairness and predictability of the outcome the contract enforcement mechanism
offers also affects the choice. Courts may be unpredictable because contracts and/or laws are
poorly written, because decisions are based on non-legal and uncertain criteria or because judges
are incompetent or poorly informed. Under these circumstances, non-state dispute resolution
mechanisms may be preferred because they may be speedy and arbitrators may be better prepared

%0 Fudenberg, Holmstrsm and Milgrom (1990), Ellickson (1991).
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to interpret the issue in dispute.

In short, a firm chooses the contracting arrangement and enforcement mechanism taking
into account the frequency of interaction, the degree of asset-specificity, the cost of using the
mechanism, and the fairness and predictability of the outcome. It chooses the best arrangement
from among the available options. The next question is: how efficient are the available
arrangements, and hence the institutional environment with which they iteract? How can one
measure whether this contract regime--the existing state and non-state institutions governing
contract--is efficiency-enhancing will be the topic of the next section.

IV, AN EFFICIENCY-ENHANCING CONTRACT REGIME

An efficiency-enhancing contract regime promotes trade and exchange by providing low-
cost and impartial enforcement of contracts. If individuals and firms forgo transactions because
of the lack of access to or the cost of contract enforcement, the regime is not promoting
economic efficiency. The regime could be considered to be efficiency-enhancing if firms freely,
and frequently, choose w enter into transactions with the following characteristics: long-term and
forward contracts; high asset-specificity; transaction-specific financial arrangements; contracts
involving large investments; contracts among strangers (contracts not limited to established
relationships, cliques, ethnic or status groups); and a high level of contract compliance. That is,
the quality of the contract regime influences asset-specificity and frequency of transactions.

¢

Williamson’s 1994 analysis suggests that the prevalence of complex, mutually dependent,
asset-specific transactions and relationships in the mid-range could provide a rough indicator of
whether the contract regime is promoting economic efficiency.”’ To the extent that mid-range
transactions exist and cross boundaries of ethnicity and religion, national origin, geography, and
firm size, the contract regime can be considered to be efficiency-enhancing.

As discussed in the previous section, these mid-range relationships rely on both state and
non-state institutions of contract, depending in part on the length of the relationship. As
Williamson (1994, p.18) states, if these contractual support systems arc not present

"viable middle range transactions will flee to one of the poles--by moving to the spot
market (attended by the sacrifice of usset specificity and resulring loss of productive value)
or by moving to hierarchy (with the added bureaucratic cost load). A high performance
economy will support transactions of all three kinds rather than force polar choices... The
quality of an economy's contract laws and enforcement efforts (including

its permissiveness, or not, toward private ordering) can thus be inferred indirectly by the
evidence of hybrid contracting ..."

' Williamson (1994).
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The study by Stone, Levy and Paredes (1992) provides interesting evidence tor
Williamson’s conjecture from Brazil and Chile. The state legal and regulatory institutions,
including contract enforcement mechanisms, are commonly held to be relatively complex and
non-transparent in Brazil as compared to Chile. The study examined the impact of these state
institutions on Brazilian and Chilean garment industries. It shows that the insecure contracting
environment in Brazil led firms to (i) produce non-customized items (that is. low asset-
specificity), or sell from stock or accept orders only for non-customized items; (ii) reduce the size
of orders (or value of orders) to any one customer to diversify risk; and/or (iii) vertically integrate
the activities. In other words, transactions in the Brazilian garment industry fled to either of the
two poles: spot-market or vertical integration. By contrast, in Chile mid-range transactions were
prevalent: firms produced customized items and exchange was based on long-term contracting.

Koford and Miller (1995) applied Williamson’s model to Bulgaria. They surveyed 36
Bulgarian firms, looking for innovative contractual arrangements that they expected to arise in
a situation of economic transition toward market relations. They found largely spot-market
transactions, with several types of mechanisms dealing with price, quality, and enforcement
issues. These ranged from informal "mutual hostage" situations and mafia-influenced
enforcement to written contracts and court enforcement. Contract enforcement was commonly
perceived as a problem and the state legal system was considered to be clumsy and unresponsive.

As mentioned, mid-range relationships rely on both state and non-state institutions to
govern transactions. The prerequisite for many of the non-state mechanisms to function is,
however, that the parties are not anonymous and transactions are frequent and continuous. In
other words, they can be used to sustain mid-range relationships and transactions only after the
parties have mutual trust.”®> According to Dasgupta (1988), trust between agents develops
through reputation achieved by repeated interactions. But if individuals or firms are anonymous,
how can they -in the first place mitigate the risk of transacting with a stranger and start building
a relationship of trust? How can one facilitate interaction? What role do state institutions play
here and in supporting contracting? The next section will address these questions.

V. THE ROLE OF STATE INSTITUTIONS IN FACILITATING TRANSACTIONS

What can state institutions be expected to do in support of contracting? What impact, if
any, do state institutions have on business contracting? Do they promote or inhibit complex
commercial arrangements across spatial, temporal, and status distances?

2 . . . .
>2 Sako (1992) differentiates between three types of trust: contractual trust where there is "mutual expectation that
promises made are kept": competence trust where there is "confidence in trading partner’s competence to carry out a

specific task"; and goodwill trust where there are "mutual expectations of commitment to the relationship resulting in
much give and take."
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A. The Role of Law

Before turning to the role of state institutions in enforcing contracts and facilitating
transactions, it is useful to review briefly what the role of law is in general in an economy.
There are two major and divergent schools of thought on this issue: legal centralism and law and
society.”

Legal Centralism

Legal centralism remains the dominant approach among legal scholars as well as
economists writing about the law. The assumption that the state is the main source of rules and
enforcement efforts is at the heart of legal centralism.** The state is seen as the sole source of
order, and as having a monopoly on the implementation of law.

Legal centralism espouses a law-centered and law-leading approach (0 economic
development. The premise of legal centralism is that law orders economic relationships and
activities. Individuals and firms are assumed to know the law and adjust their behavior according
to it. Dehavior is assuned not o influence the law.

In its crudest practical form, legal centralism presumes that laws are to be drafted by elite
groups within the government so that they reflect the principles of justice, morality, and equality.
There is little concern for economic efficiency or social realities in the drafting process. The
modernization of the law is nevertheless viewed as a prerequisite to economic development in
legal centralism.”” Since the law is used to order economic activities, the state can reshape the
economy and society by changing the legal framework.

Legal centralism ignores the fact that information is costly and imperfect and that humans
have cognitive limitations.” It assumes that individuals know and obey the law. Surveys of
popular knowledge, however, reveal that ordinary people know little of the law applicable to
decisions in everyday life.”” Legal centralism also ignores the existence of informal mechanisms
that maintain economic and social order.

3 Legal centralism is the phrase Oliver Williamson (1983) has used to describe the main stream legal view of the

place of law in a society. See Trubek and Galanter (1974) for an overview of the different schools of thought.

* See Friedman (1985).

> Trubek (1972), Galanter (1974).
% stigler (1961) Akerlof and Dickens (1982).

3 See, for example, Williams and Hall (1972) and Givelber, Bowers and Blitch (1984).
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Law and Society

The law and society approach emphasizes the role of history, customs. and social factors
in the development of law. In this view, law is in part comprised of, or at least continuous with,
norms and mechanisms of social ordering that do not have their source in the state.*®

The law and society view holds that non-state controls, like indigenous social norms and
customs, always supplement, and often supplant, the state legal system in providing economic and
social order. Social norms and self-help are acl_cnowledged to play an important role in

coordinating human affairs, and behavior is seen to be contingent at least as much on history and
culture as on state law.*®

The law and society approach emphasizes the "bottom-up" development of law. In the
development of state legal systems, rather than simply transplanting laws from other countries,
it maintains that the lcgal [oundation should be built from the past, based on the prevalent social
norms and customs. The Keys to this exercise are the ideas, attitudes, values, and opinions about
law held by the society.®

The bulk of the scholarly literature over the past 30 years supports the law and society
view. For example, as discussed in earlier sections, empirical studies indicate that contract
enforcement is not provided only by the state legal system in either industrial or developing
countries. Non-state alternative dispute resolution mechanisms in many countries complement,
or even replace, state mechanisms. The literature also indicates that, for the state legal system
to be fully effective, it has to reflect societal norms and behavior, as enshrined in indigenous and
non-state institutions.® If the law is not rooted in local culture, it will lack local "ownership,"
and foster lawlessness and empty formalism. As a result, society will resist implementation of
the law, and its enforcement will be difficult. When people perceive law as unjust or irrelevant,
they disobey it. When they obey the law, they tend to do so out of fear of punishment. If the
law reflects social norms and emerges from processes deemed lcgitimate, most people perceive
law as just, and many people obey such laws out of respect.s?

® While this approach to law takes its name from the Law and Society movement that began at the University of

Wisconsin in the 1960, it is meant to include other schools of thought that apply social science methods to the law and
take a broad view of the sources of law and law-like ordering.

% Ellickson (1991).

5 Friedman (1985).

*!' Cooter (1995), Dia (1996).

82 Cooter (1996).
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B. The Impact of State Institutions
What, then, is the importance of state institutions in business transactions?

First, state institutions play an important role in facilitating mid-range transactions among
anonymous individuals and groups. If state mechanisms were absent and transactions were
supported only by social ties, exchange would be feasible only among members of the same
community or among non-anonymous people. As was discussed earlier, most non-state
enforcement mechanisms require non-anonymity to work. Hence, the absence of state
mechanisms would hinder transactions outside one’s own community. State mechanisms, by
reducing the uncertainty and risk of transacting with a stranger, however, can help anonymous
individuals and firms to initiate relationships across communities.

Second, state institutions can provide for predictable, transparent, impartial, and low-cost
contract enforcement. Not only can this lower the cost of contracting, but the certainty of
enforcement and the threat of legal action can act as a check on opportunism. [f this system is
sufficiently reliable, legitimate, and known, it can encourage the internalization of legal norms
and hence promote compliance with the contract through guilt or social pressure.

In fact, Cooter (1996) shows that state institutions can affect contract enforcement even
where non-state enforcement methods are used by lowering the cost of non-state enforcement,
and thus tipping the balance in favor of compliance. The state system can do this by providing
a credible threat of enforcement through litigation and offering a means of enforcing the results
of non-state dispute resolution. Examples of this would be court-ordered enforcement of arbitral
awards or decisions of traditional authorities.

Some caveats are in order, however. First, this assumes that relevant state legal provisions
and enforcement mechanisms are known to the business community. Legal knowledge is,
however, uneven across business communities, particularly in Africa, where colonial-derived law
is neither accessible nor viewed as legitimate across the society. Second, the impact of state law
on non-state enforcement depends (or, in principle, should depend) on the quality of applicable
legal provisions. If contract law or legislation governing the judiciary allows judges wide
discretion to amend or nullify contracts, then the threat of enforcement by state means becomes
less credible. If applicable state law is outdated, then economic actors may develop a tacit
understanding that state courts should always be avoided. This, of course, undermines any
effective state pressure in favor of non-state enforcement.

The third way in which state law can reinforce non-state contracting and enforcement
methods is by providing relevant information and screening mechanisms. Reliable company and
asset registries, and other public goods that the state could provide make reputation portable
across space and time. State law can also facilitate the emergence of privately-owned registries
and credit reporting systems that perform this role. Frye (1996) gives an example where state
institutions could play a role in his examination of Russian commodity exchanges. In theory,
commodity cxchanges in Russia offer a forum for repeated intcractions among players of certificd
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trustworthiness, and hence provide a means of using reputation mechanisms to enforce
performance. In practice, however, the institutional design of the exchanges prevents this.
Information on prospective trading partners is not reliably provided. The cost of commissions
drives the bulk of activity into off-exchange deals, and surveyed participants reported that some
30 percent of exchange contracts were breached.

Fafchamps’s study (1996) provides support for some of these points on the role of state
institutions. Fafchamps examined how commercial contracts are enforced in Ghana. He found
that compliance with contractual obligations in Ghana is mostly motivated by the desire to
preserve personalized relationships based on mutual trust. Enforcement of commercial contracts
is problematic partly because there is no mechanism by which information about bad payers is
widely shared among firms. As a result, each firm must screen every single firm it wants to deal
with. This imposes additional costs and reduces firms’ economic reach and versatility. State
institutions could play a useful role here.

Ringo, Nditi and Mjema (1995) investigated some of these issues in Tanzania. They
found that small enterprises in Tanzania view the courts as the most unsuitable forum for dispute
settlement for two reasons. First, a court suit would tarnish one’s image and lead to a loss of
future business. Second, settling disputes in the court is the most expensive in terms of time,
money and corruption. At the same time, Ringo, Nditi and Mjema claim that alternative dispute
resolution mechanisms including mediation conciliation and mini-trials are still in their infancy
in Tanzania. As a result, most small enterprises in Tanzania do not use legally-enforceable
contracts but rely on informal arrangements which depend on friendship, mutual trust, kinship,
or long-term business relationship.®* Only those small enterprises that operate in sectors with
established contractual practices such as public works, transportation of goods and insurance tend
to rely on written contracts. It also appears that as the size of the enterprise increases, so does
the usc of formal contracts. According to Ringo, Nditi and Mjema, medium-sized enterprises in
Tanzania use legally-enforceable contracts more than the small ones.

VI. CONCLUSION: ISSUES FOR AFRICAN POLICYMAKERS

Contract enforcement plays a critical role in economic development. For example, in the
survey carried out by Stone, Levy and Parades (1992) in Brazil, the respondents ranked
ineffective contract enforcement and legal and regulatory systems as the most serious impediment
to enterprise growth after policy uncertainty, price instability, taxation and labor regulation.
Hence, it is important to assess contract regimes and the impact of state institutions on contracting
in Africa. To find out to what extent state law is ordering firm behavior, one needs to explore
to what extent written or unwritten contracts are used; whether these contracts are prepared with
or without legal counsel; what other kinds of coordinating mechanisms--such as credit reports and
collateral--are used; to what extent agreements are kept or breached and why are they breached;

63 Ringo, Nditi, and Mjema (1995).
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how breaches are treated and disputes are solved; to what extent lawsuits and the threat of them
are used for enforcement, and to what extent other dispute resolution mechanisms are relied on.

Obviously, only state institutions can be changed directly through a reform by the state.
However, changes in the state regime affect non-state practices and behavior in numerous ways.
This is the case, for example, with negotiating "in the shadow of the law," the absorption of
custom into the law, and instances where state legal institutions provide a fallback or last recourse
in relationships chiefly structured through long-term relationships of reciprocity.

However, any attempt to complement or substitute for existing non-state contract
enforcement with state institutions is a two-edged sword: it may bring benefits but at a cost. For
example, Greif (1995) points out that new inter-group enforcement mechanisms can undermine
existing intra-group mechanisms, which often depend on exclusivity: if, for example, court reform
provides enforcement mechanisms that are equally effective for outsiders as for network members,
then the benefits of group membership are no longer exclusive and the group could begin to
break up. This appears beneficial or at least neutral. The question is whether other important
group benefits are lost as well, and whether the new style of adjudication fosters exchange.

A related point is the extent to which non-state contract enforcement is preferable to a
more rigid and predictable state system in countries at a low level of economic development and
pronc to cconomic shocks. In developing countrics and particularly in Africa, macrocconomic
shocks are common. If a shock has undermined a firm’s client base and rendered it at least
temporarily unable to pay its suppliers, strict contract enforcement could force the firm out of
business. Considering how common this is likely to be in any situation of economic crisis and
given the frequency of shocks, there is a legitimate question here for African policymakers of
how strict contract enforcement should be. Policy choice here involves a tradeoff between
predictability and the potential for a downward spiral of business failures at times of crisis.
Studies show that flexibility, in the form of tiding debtors over or sending "good money after
bad" through continued credit, is common and perhaps the norm among moderate-sized businesses
in developing countries, and that the introduction of strict enforcement through courts could prove
highly disruptive, at least until insurance markets are fully developed.** However, integration
with the modern international economy requires predictable contract enforcement and, for reasons
of investor confidence, access to international banking, and for negotiable instruments and
securitization.

A set of potential policy options to be considered in African countries can be tentatively
identified. Obviously, any program of policy and institutional change would have to be adapted
to the specifics of a given country. However, among the possible initiatives that might have
broad appeal are the following:

e Changes in the slate law of contract and related bodies of law--to updale them, make them

64 Stone, Levy and Paredes (1992), Fafchamps (1996), Kranton and Swamy (1995).
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(3)

more appropriate to and supportive of the kinds of transactions that hold the most
potential for the countries involved. These bodies of law generally date to the colonial
or early post-independence period, and need to be reconsidered in light of current business
patterns and practices, and customs prevailing in the business community.

Changes in systems of adjudication, laws on arbitration and alternative dispute resolution,
civil procedure, and related areas--to reduce the costs of adjudication and increase the
spectrum of third-party and collective contract enforcement options available to
businesses. Commercial courts and small-claims courts have been suggested in past
studies.

Legal recognition and perhaps other kinds of support for systems such as property and
lien registries, credit reporting systems, insurance, business and consumer information

bureaus, self-regulating organizations such commodity and futures exchanges. Such
policy initiatives could take advantage of the synergies hetween state and non-state
institutions, hence extending the reach of contract enforcement and related public goods.

Finally, the process of carrying out any such reforms is critically important. Whether that

process takes account of the views and accumulated wisdom of African businesses can make the
difference between spurring private sector and producing another stillborn reform package.
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